INVESTMENT DECISIONS 


Advance NPV & Cash Flow Estimations 

Solution: CBS Co. 



0 

1 

2 

3 

4 

5 

Sales (W-l) 


132,000 

135,960 

116,699 

96,160 


Variable Cost (W-2) 


(22,050) 

(23,153) 

(20,258) 

(17,017) 


Fixed Cost (W-3) 


(9,450) 

(9,923) 

(10,419) 

(10,940) 


Operating Cash Flows 


r 100,500 

r 102,885 

r 86,022 

r 68,203 


Taxation @ 30% (Note-1) 



(30,150) 

(30,866) 

(25,807) 

(20,461) 

Tax Savings due to Depreciation (W-4) 



12,000 

9,000 

6,750 

8,250 

Working Capital Requirements (W-5) 

(13,200) 

(396) 

1,926 

2,054 

9,616 


Salvage value 





40,000 


Initial Investment 

(160,000) 






Net Cash Flows 

(173,200) 

100,104 

86,661 

66,210 

98,763 

(12,211) 

Discount Factor @ 12.008% (W-6) 

1 

0.892793372 

0.797080005 

0.711628 

0.635337] 

0.567224 

Present Values 

(173,200) 

89,372 

69,076 

47,117 

62,748 

(6,926) 















Present Value of All Future Cash Flows 

261,386 






Initital Investment 

(173,200) 






Net Present Value 

88,186 














Note: Future Cash Flows are all the cash flows from year 1 to N. All cash flows at year "0" are considired under initial investment 


WORKINGS & EXPLANATIONS 


Working 1 (W-l) 

1 

2 

3 4 

Annual Sales Unit 

30,000 

30,000 

25,000 20,000 

Selling Price Per Unit 

4.4 

4.532 

4.66796 4.8079988 

Total Sales 

132,000 

135,960 

116,699 96,160 

Selling Price for 1st Year is given, from second year it has been inflated at 3% 



Working 2 (W-2) 

1 

2 

3 4 

Annual Sales Unit 

30,000 

30,000 

25,000 20,000 

Variable Cost Per Unit 

0.735 

0.77175 

0.8103375 0.8508544 

Total Variable Cost 

22,050 

23,153 

20,258 17,017 


Variable Cost is given in Current terms, so we firstly we inflated in by 5% to get the first year cost 
Also note that Variable cost varies with the level of activity (i. e. the units) 








2 


3 


4 


Working 3 (W-3) 

Annual Sales Unit 
Fixed Cost Per Unit 
Total Fixed Cost 


1 

30000 
0.315 

9,450 9,923 10,419 10,940 


Fixed Cost per unit is given for Current term, so we inflated that at 5% first to make it in 1st yea 
term and calculated the first year's Total Fixed Cost. 

After that, each year the change in fixed cost is only due to inflation (meaning from first year 
to second year all we did is inflate the cost of year by 5%). This is because FIXED COST DOES 
NOT CHANGE with the level of activity. So sales unit are irrelevant here 


Note-1: 

The information clearly says that taxes are paid in arrears. So the tax applicable on 1st year's earnings 
(i.e. the operating cash flow) will be paid in 2 year. Hence the affect is taken one year after. 

Also, if nothing is mentioned, assume that taxes are paid in arrears 


Working 4 (W-4) 



Book 

Depreciation 

Tax Saving 


Value of 

Expense for 

due 

0 

Asset 

160,000 

the year 

Depreciation 

1 

120,000 

40,000 


2 

90,000 

30,000 

12,000 

3 

67,500 

22,500 

9,000 

4 

5 

40,000 

27,500 

6,750 

8,250 


Please note that the reducing balance method of depreciation is calculated as 
Book Value of Asset x Depreciation Rate. So each year we calculated it like wise. 

As per information, the asset is expected to have SALVAGE VALUE of Rs. 40,000 
by end of its useful life, that is 4th year. So We know that by the end of 4th year we are suppos 
to have a value of Rs. 40,000. So for the last year, depreciation has not been calculated as 
Book Value of Asset x Depreciation Rate, instead we reduced the amount Rs. 67,500 upto 
Rs. 40,000 and the different is the depreciation. 

Since taxes are paid in arrears, the saving arising from depreciation will also be in arrears 



Working 5 (W-5) 


0 

(13,200) 


(13,596) 


(11,670) 


3 

(9,616) 


Working Capital (10% of sales 

Working Capital Requirement (13,200) (396) 1,926 2,054 9,616 

Working capital investment shall be available at the start of each year. This makes sense. 

If we won' t invest for the operating needs, we can't produce and sell. So for the 1st year, 
we need to put money today. So on and so forth. 

Also see that in the first step, we found out the total requirement of working capital 

for each year sales (i.e. 10% of sales). In the next step, all we did is that for the initial working capital 

investment we took the full amount and for subsequent period we took the incremental 

and decremental effects. Why? 

In working capital it is assumed that whatever we invested initailly, was recovered during the year 
and we will reinvest the same. So if next year we expect to grow and need more amount, 
we only take the incremental amount (because most is just reinvested). Similarly, in year when we 
expect the business to settle down a bit, we need less for working capital and start recoveries. 

In the final year of operations, whatever was invested (from day 1 till) will be recovered 

(i.e. an inflow). This is because we are assuming to wind-up the business, so our payables have been 

settled, inventories sold and receivables recovered. 


W orking 6 (W -6) 

The Cost of Fund is 7.7% and is in real term, which means the rate is not adjusted 

for inflation. So technically speaking, we should use the inflated rate i.e. the Nominal Rate. 

We will use the Fischer Equation to convert the Real rate into Nominal. 

(1+i) = (1+r) x (1+inflation) 


i = 12.008% 



